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ABSTRACT
PRIVATE NONOPERATING FOUNDATIONS:
AN EMPIRICAL INVESTIGATION OF

PAYOUT RATES AND FOUNDATION CHARACTERISTICS
BEFORE AND AFTER THE ECONOMIC RECOVERY TAX ACT OF 1981

By

Susan Convery Kattelus

This study’s purpose is to document empirically descriptive
characteristics of private nonoperating foundations (e.g., funding-type,
size, and age) that relate to decision variables (e.g., payout rates,
rates of return, and net worth). The study also examines four models of
the payout decision process under two different tax regimes: the
restrictive era before 1982 in which strict minimum distribution rules
applied and the period after Congress relaxed the payout rules in the
Economic Recovery Tax Act (ERTA) of 1981. Hypotheses include a
significant association of descriptive and decision variables; Tlower
payout rates, higher rates of return, and higher net worth in the post-
ERTA tax regime; and significant explanatory power of the payout models.

A panel data base is formed from the annual tax returns [Form 990-
PF] for 208 Michigan independent private nonoperating foundations for a
twelve year period (1976 to 1987). Univariate statistics and correlations
of the variables across two tax regimes are examined. The sensitivity of
results to several measures of the variables is tested. Three models of
foundation payouts suggested by the literature and a proposed model, which

takes advantage of the richness of the panel data, are empirically tested



using regression analysis for the 103 endowment-type foundations.
Results confirm that funding-type, size, and age are variables which
can distinguish foundations. Classifying foundations into endowment and
flow-through foundations is critical. Payouts are not random. Patterns
are found across foundations and over time. Mean payout rates for most
classifications are not significantly different between the two tax
regimes, although average rates of return and net worth are higher in the
post-ERTA years. The models all explain a significant portion of the
variance in payouts across foundations regardless of the way the sample is
stratified. Adjusted net income, minimum investment return, previous
year’s payouts, fair market value of assets (size), and rate of return
significantly contribute to the explanation of payout variability. Age,
net worth, and tax regime do not. The foundation-specific identifier is
significant suggesting that there are other characteristics that explain
the variation in payout rates. Congress’ efforts to reverse the
detrimental effects of the original minimum distribution rules appear to
have been successful. However, effective monitoring of foundation payouts

requires that foundations be distinguished by their funding-type.
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Chapter One
INTRODUCTION AND OVERVIEW

Private foundations are enigmas; praised by some and disparaged by
others. Two opposing viewpoints capture this philosophical controversy.
Several national commissions', as well as testimony of public charities

2 support the viewpoint that foundations are an effective

before Congress
example of pluralism and democracy at work and should be encouraged to
exist. Critics, on the other hand, charge that private foundations are
effectively autonomous, undying, and tax-exempt, and that this is
incongruent with an American democracy [Nielsen, 1972, p. l]3.

Congress has been responsive to both views. The Internal Revenue
Code (IRC) provides numerous incentives to foundations to carry on
philanthropic activities, underlying Congress’ belief that the public good
is most efficiently served by tax expenditures‘ rather than direct
government expenditures. Congress also limits the benefits available from

such incentives with regulatory excise taxes as a means of safeguarding

potential abuses by the wealthy to further their own interests.

'For example, Walsh Commission [1915]; Reece Committee [1954]; Patman
Committee [1962]; Filer Commission [1965]; U.S. Treasury Report to
Congress [1965]; Mills Committee [1969]; Peterson Commission [1970]; Filer
Commission [1975].

2Representatives of the Girl Scouts of the USA, United Negro College Fund,
United Way of America, and National Conference of Catholic Charities were
among those public charities that spoke before the Senate Finance
Subcommittee on Taxation and Debt Management on March 30, 1981.

3Congressman Wright Patman included a recommendation to limit the life of
a foundation to 25 years in the Patman Committee Report in 1965.

“Tax expenditures are subsidies built into the tax code. These subsidies
can take the form of deductions, exemptions, or exclusions in the
calculation of taxable income.
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At issue is whether foundations offer any incremental benefit over
public charities in providing for the public welfare. Foundations point
to scientific breakthroughs resulting from research funded by them.’
Critics counter that there is no empirical evidence to indicate that
charitable giving is higher or that public needs are better satisfied when
the government chooses tax expenditures over direct expenditures.
Consequently, neither the role of this unique institution nor the effect
of tax regulation over foundation manager behavior is well understood.

One of the issues that has concerned Congress is how and whether to
regulate the foundations’ distributions (payouts) to other operating
charities. By mandating minimum payout requirements‘, Congress can
restrict the use of foundations as private tax shelters and insure that
funds will be used for their intended purpose. If the mandated payments
are too large, however, they can erode the foundation’s asset base,
resulting in liquidation of the entity. This distribution versus erosion
dilemma warrants investigation for at least three reasons.

First, the foundation sector is large and influential. Over 31,000
U.S. foundations pay out more than $6 billion a year and hold more than
$100 billion in assets [Riley, SOI Bulletin, 1989]. More than $75 billion

of these assets are investments in securities [Riley, 1989, p. 30],

SFor example, the Mott Foundation reports [1981, p. 1] that foundations
made the "green revolution” possible; that is, the development of new seed
varieties in cereal crops which put off the thrust of famine worldwide.
In addition, Mott points out that foundations funded an effective yellow
fever and polio vaccine.

The terms payouts, distributions, qualifying distributions, and grants are
used synonymously throughout this paper, although qualifying
distributions, by definition, will be larger than any of the other terms
(see footnote 11, Chapter 2).
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illustrating the foundation sector’s significant role as an institutional
investor.

Second, Congress spends a substantial amount of resources regulating
foundations. Few areas of tax policy have aroused more heated debate than
incentives for and regulation of private foundations [Clotfelter, 1985a,
p. 260]. The Tax Reform Act (TRA) of 1969 devoted an unprecedented
one-third of 1its 1law changes to regulatory provisions, including
establishment of minimum distribution requirements. The changes combat
real and perceived abuses of the foundation entity. The Economic Recovery
Tax Act (ERTA) of 1981 followed by relaxing the minimum distribution
rules.

Third, there is a limited amount of data and empirical studies on
foundations [Clotfelter, 1985a, p. 272]. Although by law annual
foundation financial information has been available to the public since
1943, data have not been easy to access. Few cross-sectional empirical
studies of foundation payouts (e.g., Labovitz [1974]; Cushman [1979]) or
longitudinal studies’ (e.g., Salamon and Voytek [1989]) appear in either
the economic or accounting literature. With the exception of the Salamon
and Voytek study, these studies examined the effects of the TRA of 1969 on
foundation payouts and not the ERTA of 1981. Therefore, the belief that
empirical research using publicly available data can assist in determining
the effectiveness of recent tax legislation on the large and influential
foundation sector motivates this study.

This study’s purpose is to document empirically payout rates (the

"An unpublished study by Shepard [1981] supported by the Twentieth Century
Fund is reported by Ylvisaker [1987] as one of the only studies of
foundation payout behavior over time.
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amount paid out in grants as a percentage of the amount available for
distribution), as well as rates of return, net worth, and related
foundation-specific characteristics (e.g., funding-mechanism, size and
age) across foundations and over time. After documenting discernible
trends in payout performance before and after the ERTA of 1981, models of
the payout decision process are examined in order to determine which
foundations make similar economic decisions under different tax regimes.
This study tests models of foundation payout behavior introduced in the
literature, as well as a simple time series model, for the first time. In
addition, a proposed model is examined as an initial attempt in
understanding the behavior of foundation managers in response to differing
tax regimes. The models’ sensitivity to various measures of the variables
is examined.

The focus of the current study is on Congress’ primary regulatory
tool from the 1969 legislation, the required minimum distribution, for
independent private nonoperating foundations. A twelve year period
surrounding the ERTA of 1981 is chosen for investigation. This period
includes six years in the restrictive era after 1969 in which foundations
were required to pay out the higher of all of their adjusted net income or
five percent of their net investment assets (1976 to 1981). The six years
after 1981 represent a tax regime in which Congress relaxed the minimum
distribution rules and dropped the "all of the adjusted net income"
requirement of the payout test (1982 to 1987).

The study employs a unique panel data base that pools time-series
and cross-section data from foundation annual tax returns [Form 990-PF]

for 213 Michigan private nonoperating foundations. Social science
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disciplines such as public policy, economics, sociology, anthropology,
law, and political science have just recently begun to investigate the
theoretical elements of the role and behavior of the nonprofit sector.
This study contributes to this emerging theoretical framework by using tax
accounting panel data to examine the private foundation as an economic
intermediary in the nonprofit sector regulated by the tax code.

Results confirm that funding-type, size, and age are variables which
can distinguish foundations. Classifying foundations into endowment and
flow-through foundations is critical. Payouts are not random. Patterns
are found across foundations and over time. Mean payout rates for most
classifications are not significantly different between the two tax
regimes, although average rates of return and net worth are higher in the
post-ERTA years.

The models all explain a significant portion of the variance in
payouts across foundations regardless of the way the sample is stratified.
Adjusted net income, minimum investment return, previous year’s payouts,
fair market value of assets (size), and rate of return significantly
contribute to the explanation of payout variability. Age, net worth, and
tax regime do not. The foundation-specific identifier is significant
suggesting that there are other characteristics that explain the variation
in payout rates.

Congress’ efforts to reverse the detrimental effects of the original
minimum distribution rules appear to have been successful. However,
effective monitoring of foundation payouts requires that foundations be
distinguished by their funding-type. These results suggest that further

research be conducted that incorporates explicit measures of a
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foundation’s growth policy, alternative measures of payout rates, a
national sample of foundations, and identification of other foundation
specific variables that influence payouts.

The rest of this study is organized as follows: independent private
nonoperating foundations as a component of the nonprofit sector along with
the relevant tax legislation are discussed in chapter two; a summary of
the theoretical framework and a review of previous research is provided in
chapter three; a proposed model of foundation payouts and related
hypotheses are developed in chapter four; the research design, sample
selection, and statistical issues are described in chapter five; the
analysis of the results appears in chapter six; and the study’s

contributions and implications are summarized in chapter seven.



Chapter Two
INSTITUTIONAL BACKGROUND

This chapter presents the institutional details that relate to the
private nonoperating foundation and its place in the nonprofit "Third
Sector." In addition, discussion of tax legislation affecting these
entities frames the environment within which the foundation payout
decision is studied. The chapter first explains the particular form of
private foundation under investigation in this study along with a
schematic of the entire Third Sector. The history of statutory provisions
governing private foundations and the 1legislative intent behind
restrictive provisions in the TRA of 1969 and the relaxation of the

"payout provision" in the ERTA of 1981 are then discussed.

2.1 Private Foundations in the Nonprofit Sector
2.1.1 An_Independent Private Nonoperating Foundation

Researchers often categorize nonprofit organizations under the label
"Third Sector” to distinguish their unique role from the other two sectors
in the American economy: government and business. Observers, then,
differentiate the Third Sector by purpose (religious, social benefit or
charitable, and members’ interests) or by type of entity (public charity

or private foundation'). The industry, in turn, classifies private

'The general definition of a foundation is a nongovernmental, nonprofit
organization with funds and programs managed by its own trustees or
directors, established to aid social, educational, charitable, religious,
or other activities serving the common welfare [The Michigan Foundation
Directory, 1988, p. 195]
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foundations as either communityz, operating’, independent nonoperating,

or corporate (company-sponsored). Figure 1 provides a schematic of the

Third Sector.

2Community foundations, growing in popularity in recent years, are most
often publicly supported organizations that make grants for social,
educational, religious, or other charitable purposes in a specific
community or region.

3Operating foundations are now defined as organizations that expend
substantially all of their adjusted net income or minimum five percent
investment return (whichever is lower) directly for the active conduct of
their exempt activities and meet one of the three qualifying tests of
assets, support, or operating expenditures [Riley, 1989, p. 36].
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SCHEMATIC OF
I THE NONPROFIT THIRD SECTOR

PURPOSE: I j
Religious Social Benefit/Charitable Mutual Nonprofit
§501(d) §501(c)(3) §501(c)(4)..(23)
e.g., Social Clubs
Labor Unions
Trade Association
TYPE: :

Public Charities Private Foundations
[Broad Public Support] [Few Donors] §509(a)
221*
e.g.|[|Schools
Medical Institutions
Public Safety

Community Foundations

Operating Foundations
2,572*

[Nonoperating Foundations
*

Ilndependent Foundations | ICorporate Foundations

E.g., General Purpose Fdn.
Special Purpose Fdn.
Family Foundations

* number of entities [figures are for 1985 (SOI Bulletin, Summer 1989)]
Figure 1
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Charitable tax-exempt entities must first be organized as nonprofit
corporations, associations, or charitable trusts® within a state to ensure
that the entity is separate and autonomous from its founder. These
nonprofit entities may then choose to apply to the Internal Revenue
Service (IRSS) for "exemption from income tax" status under Internal
Revenue Code Section(§) 501(c)(3) if they intend to serve charitable,
educational, or scientific purposes. The advantage of this IRS
classification is (1) exemption of the entity from income tax; (2)
deductibility of the donor’s contribution as a charitable deduction from
income; (3) sales and property tax exemption by states; and (4) reduced
postage rates.

Congress considers public charities, including community and
operating foundations, adequately scrutinized by the public since they
receive broad public support and are not as 1likely to provide
incorporators with unfair tax advantages. Consequently, fewer tax law
provisions constrain these entities. However, if organizations fail to
maintain their status as public charities or operating foundations, the
IRS reclassifies them as private nonoperating foundations.

The Internal Revenue Code negatively defines private nonoperating

foundations® as all those §501(c)3 organizations that do not meet the

“Charitable trusts can be established either during the lifetime of the
donor (inter vivos) or upon the donor’s death through the terms of a will
(testamentary).

SFor simplicity throughout the paper, some common abbreviations are shown
without punctuation; such as IRS, IRC, SOI, ERTA, and TRA.

private nonoperating foundations are technically all IRC §501(c)(3)
organizations except those that receive at least one-third of their
support from the general public; receive more than one-third of their
support from contributions, membership fees, and providing charitable
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definitions of either operating foundations or public charities [IRC
§509(a)]. Nonoperating foundations are intermediaries or conduits that
accept charitable contributions from individuals, corporations, and
estates and, in turn, make grants to public charities and directly to
needy individuals if the foundation agrees to exercise expenditure
responsibility.7

This study focuses on independent nonoperating foundations
established by individuals rather than corporate, operating, or community
foundations. Nonoperating foundations are quite different from operating
foundations and community foundations with respect to the level of
regulation they are subject to under tax law provisions. Although both
corporate and independent foundations are subject to the same tax
regulation, presumably they differ in the policies and philosophies that
guide their investment and distribution decisions. Therefore, this study
does not investigate corporate foundations.
2.1.2 rover

The private foundation appears to be a creature of the tax code.
That is, the Code defines the entity, exempts it from income taxes, and
regulates it through different excise taxes on prohibited behavior.

However, some of the largest foundations were established before the

services; are operated exclusively for the benefit of an excluded
organization; test for public safety; are affiliated with broadly
supported social welfare groups; or are labor unions, trade associations,
and business leagues [IRC §509(a)]. This classification includes both
independent and company sponsored private nonoperating foundations.

7Exercising "expenditure responsibility" means that the foundation is
responsible to exert all reasonable efforts to ensure that a grant given
is spent solely for the purpose for which it was made, to obtain complete
reports from the grantee on how the funds were spent, and to make full
reports with respect to such expenditures to the IRS.
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income tax laws existed, and there is evidence that people establish
foundations for nontax reasons. These reasons include altruistic concern
for the welfare of others, personal philosophies and beliefs, memorials to
family and heirs, commitment to a specific geographical community, and
even social pressures from peers [Boris, 1987, p. 80]. The public policy
controversy over whether public resources are best used in encouraging and
regulating this intermediary continues.

Clotfelter [1985a, p. 253] notes that virtually no econometric
analysis of the tax effects on foundations exists that can compare with
other areas of charitable behavior. Empirical research, such as the
present study, provides hard data to fill this void and, hopefully,
contributes to the debate over the role and behavior of private

foundations.

2.2 Legislative Intent and Overview of the IRC Provisions
2.2.1 Tax Requlation before 1969

Philanthropic organizations enjoyed tax exempt status from the first
revenue act in 1894. Soon after this act, the Code allowed donors to
deduct charitable contributions from income [Lashbrooke, 1985, p. 3]. The
Carnegie and Rockefeller Foundations are among the largest and oldest,
established in the early 1900s, and benefitted from this favorable tax
environment.

However, more wealthy philanthropists established foundations after
1940 primarily motivated by the increase in the highest individual
marginal rate, which reached ninety percent at one point [Boris, 1987, p.

80]. Increases in the top marginal tax rate lowered the cost of
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charitable giving.® This incentive, coupled with favorable changes in the
estate and gift tax laws with respect to charitable gifts, provided
incentives for donors to contribute to charity and establish private
foundations.

A skeptical Congress saw the potential for wealthy individuals to
use the foundation entity as a tax shelter for personal gain and began its
first attempts to regulate foundations in the Tax Act of 1950. Table 2.1
provides a summary of the relevant tax legislation regulating foundations

and affecting charitable donations by individuals.

®The "cost of charitable giving" is often defined in econometric charitable
giving studies as 1 minus the tax rate (t). That is, if charitable
contributions reduce gross income, then taxes are reduced by the tax rate
times the amount of the charitable donation. Therefore, the net cost of
a $1 gift is $1 less the taxes that would have been paid on $1 of income
($1 * the tax rate [1-t]).
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Table 2.1
LEGISLATIVE HISTORY

Tax Law Provisions Affecting Private Foundations

Tax Reform Act of 1950 [P.L. 81-814])

Revenue

Act

foundations that accumulate income in unreasonable amounts or
for unreasonable periods of time may lose their tax exempt
status

restrictions on transactions between donors and foundations
%ax on unrelated business income of tax-exempts organizations
UBIT]

restrictions on various prohibited transactions

of 1964 [P.L. 88-272]
limitation on charitable contributions to public charities

raised to 30% from 20% of adjusted gross income (AGI); gifts
to foundations are held at 20% of AGI

Tax Reform Act of 1969 [P.L. 91-172]

§170

§509
§4940
§4941

§4942

§4943
§4944
§4945

§4947
§4948

retained the 20% percent of AGI deduction limitation for
contributions to private nonoperating foundations while
increasing the rate to 30 or 50 percent for other exempt
organizations; gifts exceeding 20% 1imit are not eligible for
carryover; gifts of appreciated assets to private foundations
are reduced by the capital gains exclusions rate as applied to
the appreciation (reduced valuation of certain property
contributions from current value to tax basis)

private foundations are negatively defined

4% excise tax on net investment income (audit tax) established
prohibition on self-dealing and transactions such as loans,
employment, purchases or transfers of property with
disqualified persons

excise tax on failure to distribute income; required minimum
distribution (payout) of the higher of net income or 6% of net
investment assets; the excise penalty is 15% of the
undistributed amount rising to 100% of the amount not
distributed within the correction period

tax on excess (more than 20% interest) business holdings to
prevent using a foundation to maintain control of a business

tax on risky or speculative investments that jeopardize
charitable purpose

tax on lobbying and other taxable expenditures for improper
purposes §4946

definition of disqualified persons by reference to indirect
stock ownership under §267(c); special rules

certain non-exempt trusts are treated as private foundations

tax on gross investment income of foreign operating



Other:
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foundations; exemption of foreign organizations
Two required annual reports to be made available to public

with day to day monetary penalties for not doing so (Form 990-
AR and 990-PF).

Tax Reform Act of 1976 [P.L. 94-455]

§4942

Other:

Revenue Act

§4940

rate of minimum required distributions changed to a fixed five
percent from 6.75%; rescinded the authority of Treasury to
change rate; two-tier penalty if the foundation does not make
its minimum distribution by the following year

restrictions include: (i) permitting a private foundation to
sell certain property to the "disqualified" person to whom it
is leased, (ii) treating certain "set asides" as qualifying
distributions, (iii) permitting sale of certain "non-excess"
business holdings to a "disqualified" person, and (iv)
excludi?g from distributable income imputed interest from pre-
1970 sales

of 1978 [P.L. 95-600]

reduction in excise tax on investment income to 2% from 4%

Economic Recovery Tax Act of 1981 [P.L. 97-34]

§4942

§509
Other:

requirement to pay out all the foundation’s net income is
eliminated; the minimum payout requirement is only five
percent of net investment assets

definition of private operating foundations is relaxed

reduced the maximum individual tax rate to 50% from 70%
increases in the estate unified credit, increase in the annual
gift tax exclusion, and increase in the marital deduction in
the estate and gift tax law

reporting requirement changed to a revised Form 990-PF

Deficit Reduction Act of 1984 [P.L. 98-369]

§4940

§4943

Other:

reduction in excise tax on investment income (audit tax) to 1%
from 2% if the foundation’s payout for charitable purposes is
increased by an equivalent amount making certain payouts based

on an average five year base period

applies a five year divestiture period to change holding
le¥gls resulting from a disqualified person’s acquisition of
oldings

permits deductibility of full value of some types of
appreciated property (e.g., publicly traded stock)

extends carryover of excess charitable contributions to
private nonoperating foundations to five years
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charitable deduction 1limitation is increased to 30% of
adjusted gross income (up from 20%) for private nonoperating
foundations for gifts of cash and ordinary income; 20% limit
remains for gifts of capital gain property

administrative expenses may not be more than 15% of
foundation’s qualifying distributions

created a special class called "exempt operating foundations"
which are exempt from the 2% excise tax on net investment
income

No significant changes in the TRA of 1986; Techica] Corrections Act of
1987; Omnibus Budget Reconciliation Act of 1989

This 1ist is taken, in part, from E. Beckwith and J. DeSirgh, "Technical

Appendix"
293.

America’s Wealthy and the Future of Foundations, 1987, pp. 288-
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Congress enacted a "loss-of-tax-exempt-status" penalty for
foundations that accumulated an "unreasonable" amount of income for an
"unreasonable" length of time. However, the definition of unreasonable
was subjective and the law provided no method to measure it. Until 1969,
then, the only compliance sanction available to the IRS in supervising
exempt organizations was the revocation of exempt status [Ginsberg, et.
al., 1977, p. 2658].

2.2.2 Restrictiv R n RA of

House and Committee Reports preceding the TRA of 1969 reiterated
many real and perceived abuses publicized by the press in the late 1960s.
Abuses identified in House Report 91-413 [1969] included donors receiving
a charitable deduction long before the money benefitted charity, self-
dealings such as loans and sales between the incorporating family and the
foundation, speculative investments, lobbying to influence legislation,
and transfer of closely held stock to foundations while donors maintained
control of the business. Congress sought to curtail these abuses in the
TRA of 1969 by enacting excise taxes [IRC Chapter 42] to ensure that
private foundations lived up to the public good [Clotfelter, 1985a, p.
261].

Congress’ primary regulatory tool in the 1969 legislation, the
required minimum distribution, established a minimum payout in grants to
other nonprofit organizations equal to the higher of either adjusted net
income or the foundation’s "minimum investment vreturn" [IRC §4942].

Congress initially established the minimum investment return as a variable
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six percent of foundation’s net investment assets. '’ The Treasury
adjusted this rate each year to a rate that bore the same relationship to
six percent that money rates and investment yields for the prior year bore
to money rates and investment yields for 1969. If the minimum qualifying
distributions'’ were not made in the taxable year or the following year,
the foundation was liable for a two-tier excise tax of 15 percent of the
income not distributed at the beginning of the second succeeding taxable
year, and an additional tax of 100 percent of the undistributed income if
still not distributed at the end of a correction period [IRC §4942]. This
penalty remains today.
2.2.3 1 t R

Representatives of public charities that receive foundation grants
testified before the Senate Finance subcommittee in 1981 that the minimum
payout rule was eroding the real value of foundations’ assets, thereby
causing irreparable harm and jeopardizing the existence of foundations by
causing them to invade their corpus ([Clotfelter, 1985a, p. 265].
Foundation managers argued that a rate of return on assets generally
represents a real income portion and a portion to compensate for the
effects of inflation. In periods of high inflation, such as 1981, if

income exceeded the payout rate times net investment assets, the

Net investment assets are computed as the fair market value of assets not
used (or held for use) directly in carrying out charitable purposes less
related indebtedness reduced by an allowance for working capital (cash
deemed held for charitable activities) defined as 1/2% of the amount
computed above.

Mqualifying distributions are grants paid out plus administrative expenses
to accomplish charitable purposes, amounts paid to acquire assets used or
held for use directly in carrying out charitable purposes, amounts set
aside for specific charitable projects less an allowance for the 1% or 2%
"audit" tax on net investment income.



19

foundation was required to pay out its entire income, even though a
portion of that income was intended to compensate the foundation for the
real effects of inflation. A Council on Foundations’ study [1977] did
find an 11% decline in value of foundation assets from 1977 to 1979 after
considering inflation. A Mott Foundation study [1981, p. 1] reported that
there was a "severe erosion of the real value of their assets and of
grants they make due to inflation, poor stock market performance, and tax
laws."

Congress began to relieve foundations of the more uncertain aspects
of the TRA of 1969 by changing the payout percentage to a fixed five
percent in the TRA of 1976 [Joint Committee Report, 1976] and rescinding
the authority of the Treasury to annually adjust the minimum payout rate.
Senators Moynihan and Durenberger were the first to respond to charities’
pleas for relief and proposed a relaxation of the harsher aspects of the
minimum distribution requirements.

Congress acceded to the foundation community in the ERTA of 1981 and
removed the net income test for the minimum payout requirement. In the
General Explanation of the Economic Recovery Tax Act of 1981, the Joint
Committee on Taxation states (pp. 366-367):

The rate of return that assets generally earn represents a real

income portion and a portion to compensate for the effects of

inflation. The minimum payout requirement of prior law required
that a private foundation distribute the entire amount of its
nominal income even though a portion of that income was to

compensate the foundation for the effects of inflation. As a

result, the effect of the minimum payout requirement of prior law

was gradually to reduce the real value of a private foundation’s
investment assets.

The minimum payout requirement of prior law was adopted by the

Congress when the rate of inflation was low compared with recent

rates and, consequently, the effect of the minimum payout
requirement was relatively minor. However, recent high rates of
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inflation have resulted in significant erosions of the real value of
foundation endowments.

While Congress believed that private foundations should only be
required to distribute their real income for charitable purposes,
the computation of such real income would be difficult. The
Congress was also concerned that modification of the minimum payout
rule to require payment of real income could have a substantial
adverse effect upon the charitable recipients of grants from private
foundations.

Accordingly, the Congress concluded that private foundations need

only be required to distribute their minimum investment return. The

Congress believed that the distribution rule will provide

substantial relief to private foundations from the effects of

inflation without, in the long term, adverse consequences to the
charitable recipients of foundation grants.

The minimum payout currently stands at five percent of net
investment assets without regard to income. Removal of the "all net
income" test of the minimum payout rule allows foundations to make
investments that produce rates of return higher than five percent and
retain the excess return. The current rule is designed to benefit
foundations that rely heavily on investments as a principal source of
income rather than annual contributions, endowment-type foundations. The
Act also made it easier to be classified as a private operating foundation
and thereby avoid the restrictive laws that apply to nonoperating
foundations. Reilly and Skadden [1981] captured the overwhelming
sentiment of foundations they surveyed by stating that "the 1981 change is
a logical and welcome revision of the payout requirement" (p. vii) and
"...(survey) responses support the desirability of this change (p. 13)."

In summary, Congress relaxed the restrictive minimum distribution
requirements of the TRA of 1969 in the ERTA of 1981. Thus, Congress
responded to foundations and recipient-charities’ predictions of impending

erosion of foundation asset bases leading to their demise. However,
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Congress passed both sets of tax legislation without empirical evidence
documenting either pervasive abuse of the foundation entity or harmful
effects of the minimum distribution requirements.
This chapter presented the institutional details of the private
foundation, nonprofit sector, and tax legislation. The next chapter
integrates foundation issues with the previous literature on charitable

giving and the nonprofit sector.



Chapter Three
THEORETICAL FRAMEWORK AND PREVIOUS RESEARCH

Economic research on charitable giving to the nonprofit sector
provides a framework for examination of private foundations. Studies on
charitable contributions, efficiency and equity of tax expenditures, and
the role and behavior of the nonprofit sector furnish descriptive
characteristics and decision variables that are applicable to foundations.
This chapter identifies economic characteristics that are examined across
foundations and over time in order to understand foundation spending and

investment decisions.

3.1 Charitable Giving Studies

Foundations are economic nonprofit institutions receiving and making
charitable contributions. Although charitable contributions have received
more attention than other tax expenditures by academic researchers
[Clotfelter and Steuerle, 1981], the focus of that research has been on
individual donors (see Lindsey [1986] for a review). Virtually no
economic analysis exists on the role of the intermediary grant making
foundations [Clotfelter, 1985a].

O0f the more than eighty studies in a two-year, $2 million study of
the voluntary third sector [Commission on Private Philanthropy and Public
Needs (Filer Commission), 1975], only four studies specifically addressed
private foundation issues. These studies investigated characteristics of
both the donor and recipient. The donor is most often described by his or

her level of income (e.g., wealthy, middle, and lower income persons),
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which is a measure of size. The donee is primarily identified by its
primary field of endeavor (e.g., education, health, culture, human
service, economics, religion, and other areas). These descriptive
variables, size and field of endeavor, are considered relevant in the
classification of foundations.

Most of the economic studies on charitable giving focus on an
individual’s elasticity of giving with respect to income or price (see
Feldstein [1980] for a review). Those studies use data aggregated by the
IRS, often disguised to protect the privacy of the individual. The
studies include general assumptions such as a representative person,
constant utilities across taxpayers, charitable giving as a normal good,
and single periods (e.g., Barthold and Plotnick [1984], Feldstein [1975],
Menchik and Weisbrod [1987]).

The current project departs from previous studies by taking
advantage of foundation panel data from publicly available annual tax
returns. Since these data for foundations identify the tax reporting
entity, foundations can be tracked over time, thus allowing examination
both cross-sectionally and longitudinally. The result is a richer
development of the environment within which foundations operate.

Efficiency and equity issues are an integral component of public
policy studies. Public policy studies 1ook at the effects and benefits of
tax incentives and tax regulation over economic entities. Steuerle [1985]
advocates expanding our scholarly focus to question whether all tax
policies are targeted to efficient and equitable goals. Tax expenditures
shift resources to the voluntary third sector. Most tax laws shift

resources from the private to the public sector. However, the same public
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policy criteria for efficiency and equity can be used to evaluate
incentives and regulation over nonprofit entities.

The Filer Commission defined "efficient"” in the nonprofit arena as
"any stimulus to giving which does not cost significantly more in foregone
revenue than the amount of giving actually stimulated." [1975, p. 19] For
purposes of this study, it is assumed that private foundations are tax
favored because Congress considers them efficient grantmaking
organizations that meet the public welfare better than direct government
expenditures. Whether this assumption is true is an empirical question.
The test of horizontal equity in the private foundation setting is whether
the tax code treats "equal" foundations equally. The test of vertical
equity is whether the law treats "unequal" foundations differently
according to their financial capacities [Boadway and Wildason, 1984].

Although subjective, categories of foundations examined in the
literature that can be used as a basis for equality studies are favored
donee/public charity recipients [Clotfelter and Salamon, 1982], size
[Salamon and Voytek, 1989], and type based on their funding mechanism.
Since foundations are in effect donors, similar variables are incorporated
in the proposed model of foundation manager behavior regarding payouts.

There is always a tradeoff between the goals of efficiency and
equity. Policies to redistribute income often produce misallocations of
resources [Browning and Johnson, 1984]. There is little evidence in the
Titerature to suggest that the interaction of incentives and regulation on
various foundation sector classifications has been examined with a view
toward evaluation of efficiency and equity of the tax laws. Although

direct tests of the efficiency and equity of minimum payout requirements
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for private nonoperating foundations are not performed in this study,
identification of foundation specific characteristics necessary for such
studies are useful in understanding why payouts differ across foundations
and over time. The groundwork is laid for later work on measuring the
efficiency and equity of this tax provision by identifying significant

characteristics by which foundations can be classified.

3.2 The Role and Behavior of Foundations

Cushman [1979] has suggested a "theory of foundations" built on
expected utility theory. However, 1little research has been done
specifically on foundations to contribute to or empirically test this
theory. Serious research into the nonprofit sector began only in the
early 1970s, so theories on the "role" and "behavior" of nonprofits are in
the early stages of development [Hansmann, 1987]. Since foundations are
one component of the nonprofit sector, elements of these emerging
nonprofit theories can be adopted into the genesis of foundation theory.
The current study views the presence and endurance of the large foundation
sector as positive testimony to the role foundations play as an efficient
grantmaking intermediary in the nonprofit sector.

The "behavior" theories are most germane to a theory of why payouts
differ across foundations and over time. Several treatises in The
Nonprofit Sector: A Research Handbook [1987] identify key elements that
distinguish the behavior of one foundation from another [Hansmann, p. 37;
Ylivisaker, p. 374]. These behaviors are included in the foundation’s
spending decisions and investment decisions.

Several distinguishing characteristics of independent private
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foundations were described in seven separate but interrelated studies in
a project sponsored by the Council on Foundations in conjunction with the
Program on Non-Profit Organizations (PONPO) at Yale University [E.g.,
Boris, 1987; Rudney, 1987]. Using different social science methodologies,
these studies investigated foundation characteristics such as size, age,
and type of charity. Foundations are also distinguished by the manner in
which they are funded, by endowments or annual contributions [Odendahl,
1987, p. 32]; although this classification was not formally tested for its
validity. Salamon and Voytek [1989] studied the pattern of spending
decisions, such as payout rates, and investment decisions, such as rates
of return over a five year period.

The elements borrowed from existing behavioral theories of nonprofits
include the expected utility maximizing behavior by the foundation
manager, demand for the product of "philanthropy," supply of charitable
resources, capital constraints, as well as government regulation.
Descriptive variables, such as funding-type, size, age, and field of
endeavor are applied to the foundation setting. Decision variables
representing the spending decision and which capture investment decisions,
such as payouts, rates of return, and net worth are examined in the

current study of private independent foundation manager behavior.

3.3 Models of Foundation Payout Behavior

Descriptive studies of the private foundation population have been
done by the Internal Revenue Service for the tax years 1979, 1982, 1983,
and 1985 and are reported in the Statistics of Income Bulletin [Petska
(82); Riley (85); Riley (86-87); Riley (89)]. These studies report on the
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components of revenue, fair market value of assets, investment assets,
grants paid, qualifying distributions, administrative expenses, and excise
taxes for a sample of 1,000 to 3,000 foundations across various size
categories. The studies complement the descriptive data produced by the
Foundation Center (a nonprofit organization) annually in their Foundation
Directory, Source Book, and National Data Book. Detail on the percentage
of grants given to each "field of endeavor" are also regularly reported in
each of these publications.

The early accounting and economic studies on foundations that exist
have also primarily described foundation’s investment and payout behavior
as represented by financial and accounting numbers. Labovitz [1974] was an
early attempt to measure the impact of the TRA of 1969 provisions on
private - foundations. Although it was an empirical study of 258
foundations with tax information from years 1967 and 1970, the study is
merely a descriptive report of certain variables stratified by size. It
does not include statistical analyses.

The early foundation literature outlined in Table 3.1 is consistent
with classic research objectives. Economic phenomena is first empirically
described before moving on to explain and predict the behavior of
foundation managers [Abdel-khalik and Ajinkya, 1979, p.21]. These studies
are discussed in more detail later in this chapter as well as chapter

four.
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Table 3.1
FOUNDATION LITERATURE

Comparison
foundations

Author Methodology Data Source/ Time Period |
Sample

1967 and 1970

? Steuerle [77]

Analytical none

none

T Cushman [79]

326 large
foundations

Regression

1968 and 1973

Voytek [89

Regression _

Reilly and Interviews 39 Michigan 1981
| Skadden [81] foundations
Boris [87] Survey 435 foundations 1986
Rudney [87] Survey 367 foundations | 1962 and 1982
Odendahl [87] Interviews 135 1986
millionaires
Salamon and Descriptive; 527 foundations | 1979 through
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First, a simulation model by Reilly and Skadden [1981] suggests
that foundation payouts are dependent upon investment strategies and
return, inflation, and payout policies. Although not empirically tested
by Reilly and Skadden, liberty is taken to incorporate two variables they
identified into a linear model explaining payouts.

Second, two key elements of a normative study by Steuerle [1977] are
incorporated into a model describing foundation payouts. This model is
tested for its explanatory power on the sample in the current study.
Steuerle’s objective was 1imited to presenting analytical arguments in the
Filer Commission Report [1975] regarding the efficiency and equity of
minimum distribution rules, alternative payout rates, and ways to limit
accumulation of foundation wealth without threatening the perpetuity of
the foundation sector. However, his work is considered an appropriate
start for the development of a theory of foundations within the nonprofit
sector.

Finally, some evidence exists to suggest that grantmaking policy of
certain foundations is independent of current investment returns. That
is, grantmaking policy is as simple as paying out some function of the
previous year’s distributions [Reilly and Skadden, 1981]. Therefore, a
simple time series model of payout rates is examined for several
classifications of the sample as an expectation of payout rate.

Examination of these three models is important to determine if
payouts are systematic or seemingly random and unpredictable across
foundations. Regulation of foundation payout behavior through the tax code
rests on the assumption that distributions by foundations to other

charities is systematic. If there are categories of foundations that are
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insensitive to tax provisions requiring minimum distributions, then tax
regulation is not effective with respect to those foundations.
- ly and Skadden M

Reilly and Skadden [1981] surveyed foundation officers to determine
the impact of the "net income " payout requirement on investment policies
and portfolio composition of Michigan foundations. Their interviews were
conducted just before the ERTA of 1981 removed this part of the payout
requirement and yet their surveys shed light on the relationship between
investment and grantmaking policies by 35 Michigan foundations.

They presented a computer simulation model based on a Mott
Foundation study [1981] in which users were asked to supply four inputs:
current portfolio composition, expected returns on various classes of
securities, an inflation forecast, and a payout policy. The model, then,
produced the following output: the portfolio value, income earned, and
grants distributed on both a current-dollar and constant-dollar basis.

Although not explicitly stated by the authors, the simulation tool
is an optimizing model built on the principles of expected utility theory.
That is, if the foundation manager wants the foundation to grow and
perpetuate, and foundations are constrained by minimum distribution
requirements, then the manager must pay out only what is required by law
to avoid an excise tax and ensure that investments earn more than that
minimum payout rate. There would be no rational reason to make
discretionary payouts (that is, payouts over the minimum required amount).

An optimizing model is a useful tool to understand the behavior of
foundation managers [Hansmann, 1987, p. 37]. Foundations are created by

individuals with charitable and tax motives and operated by individual
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decision makers. Cushman [1979] also used expected utility theory to
build a regression model to explain giving and net worth before and after
the TRA of 1969. He sampled 326 large foundation for the tax years 1968
and 1973 and tested whether "grants given," the dependent variable, could
be explained by market value of assets, current income, rate of return on
assets, contributions, officer compensation and other expenses, stock
concentration in the investment portfolio, as well as the percentage of
ownership of a company represented by these equity holdings.

Cushman found that fair market value of assets, current income, rate
of return on assets, and contributions were positively and significantly
associated with grants given in both years, as hypothesized.  Expenses
were statistically significant and negatively associated with grants given
as hypothesized. Results on the portfolio composition variables were
mixed. His data are consistent with the hypothesis that there is a
difference between the coefficients on the explanatory variables for the
pre- and post-TRA of 1969 tax regimes.

Expected utility theory, then, is laid as an underpinning beneath
the "Reilly and Skadden Model," suggesting that if a foundation intends to
grow and perpetuate, managers will only pay out the minimum required by
law. Before the ERTA of 1981 that amount was the higher of a "minimum
investment return" or all of adjusted net income. Minimum investment
return is 5% of net investment assets (see Chapter 2, footnote 10).
Adjusted net income is simulated by Reilly and Skadden to be the sum of
the real return rate times every portfolio investment item.

Since the current study does not focus on returns of component items

to the investment portfolio, and since this information is not available
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on private foundations tax returns after 1982, adjusted net income is
aggregated as interest, dividend, rents, and capital gain income less
expenses that relate to earning this income (see variable 12 on Appendix
C). This model for the pre-ERTA years could be stated as:
PO, = B, + B, Max[MIR, ANI] + €,
In the years following the ERTA of 1981 and the removal of the "all net
income" test of the distribution requirement, the model could be stated

as:

PO, = B, + B, MIR + €,
where, PO = qualifying distributions

MIR = minimum investment return

ANI = adjusted net income

These equations model the payout expectations for a foundation that
distributes only what is required in order to ensure "continuance" (Reilly
and Skadden 1981, p. 16). Foundations that deviate from the minimum
distribution requirement can be detected.

A simple linear regression model incorporating two variables
identified by Reilly and Skadden, adjusted net income and minimum
investment return, is examined in the current study:
PO, = B, + B, ANI + B, MIR + €,
The opportunity is taken to empirically test the model suggested by Reilly
and Skadden on a sample that includes the 35 Michigan foundations they
interviewed in 1981.
Model 2 - The Steuerle Model

Steuerle [1977] criticized the 1969 tax law because it made

distributions a function of fluctuating money rates and investment yields.

He showed that such an approach was not only administratively difficult,
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but failed all three tests of efficiency and equity that he identified for
minimum payout rules:

. Horizontal equity should exist such that foundations with
conservative investment policies are not forced to make greater

distributions.

. Payout rates should not vary with short term fluctuations in nominal
interest rates due to inflation.

. Required distributions should not fluctuate from year to year (p.
1666) .

He proposed a normative econometric model of minimum required
distributions that would meet standards of efficiency and equity. His
report was prepared for the Commission of Private Philanthropy and Public
Giving [1977] This report presumably played a significant role in
Congress’ decision to relax the payout rules in ERTA of 1981. It was the
only analytical examination of the minimum distribution rule for
foundations in the 80 studies in the Filer Commission.

The objective of the Steuerle model of distributions was to build a
payout formula which assured stability of distributions. Stability would
lead to optimal planning by foundations and increased efficiency in the
foundation sector. To accomplish this objective, he suggested that the
payout rate should be applied to a base that is the weighted average of
the value of the foundation’s net worth over several years, rather than
Just to one year’s net worth as the minimum distribution rules currently
do [IRC §4942]. Specifically, he suggests that required distributions,

the dependent variable, should be a 1agged geometric function' of previous

"The geometric lag distribution, a popular form of a distributed lag,
shows that the effect of explanatory variables on the dependent variable
extends indefinitely into the past but the coefficients decline in a
fixed proportion so that the effect of the distant values of the
explanatory variables becomes negligible (Kmenta, 1986, p. 528). A
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years’ distributions and the asset value of the portfolio, with less and
less weight placed on the earlier years. He showed that there was a wide
range of payout rates that would allow the government to 1limit the
relative wealth of foundations without in any way threatening their
survival, growth, or perpetuity.

If we assume that the foundation has an objective of growth and
perpetuity and as such the manager will pay out only what is required,
then in the absence of new contributions and inflation, there will be no
discretionary payouts and Steuerle’s normative model can be used to
evaluate how equitable and efficient actual distributions are. That model
is given by:

PO,,, = (1 - 8) PO, + B[a A,,,]

where,

PO, . Annual payouts for year t

A, . Asset value at the beginning of year t

a = payout rate

B = an arbitrary number indicating the proportion of the total

base to be determined by the value of the portfolio in the
current year (such as .5 for equal weighting)

Required distributions in a given year, then, can be viewed as a
weighted average of distributions in the previous year and the payout rate
times value of assets during the current year. When inflation (i) and new
contributions (C) are incorporated into the model, the equation is given
as

PO (1-8) (1 +i,) PO, + Bla (A, - C)] +aC,

t+1

The current study incorporates the two explanatory variables used by

Steuerle into a simpler linear relationship given by:

Koyck transformation can be used to simplify the equation.
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PO, = B, + B, PO, + B, A, + €,
This model is tested for its ability to explain foundation payouts as a
function of the previous year’s payouts and the fair market value of
assets. The simplest functional form is used in this initial empirical
investigation of the model.
Model 3 - Time Series Model

Surveys of foundation managers have revealed that some grantmaking
policies are as simple as making distributions with reference to payouts
made in the past year, rather than driven by current income or investment
strategy, minimum distribution requirements of the tax law, or net worth
[Salamon and Voytek, 1989, p. 48]. Foundation managers can choose to
focus on grant commitments, program goals, and needy projects. If
necessary, managers can generate additional gifts to the foundation
[Reilly and Skadden, 1981, p. 18].

To assess the relationship between current year’s payouts and
payouts from the previous year, a simple, deterministic time series model
can be used. Econometricians have usually used time series models to
extrapolate a pattern for some economic variable to forecast its future
behavior on the basis of its past behavior. However, the explanatory
ability of the model can also provide insights. A deterministic (or
fixed) model is a more appropriate extrapolative model than a stochastic
one in this initial step because the focus is on the past behavior of the
variable being predicted (payouts) and not on other explanatory variables
[Kennedy, 1985, p. 205]. No reference is made to the sources or nature of
the underlying randomness in the series [Pindyck and Rubinfeld, 1981, p.
473].
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The relaxation of the minimum distribution requirement in the ERTA
of 1981 was expected to favorably impact foundations’ net worth and
presumably alter their payout and investment policies such that more
economically efficient decisions could be made. This tax law change can
be viewed as an "interruption" in the time series of payouts. Just as
behavioral researchers examine observations before and after the
"treatment"” [Cook and Campbell, 1979, p. 207], economic and accounting
researchers have examined a variable of interest before and after a tax
law change [Scholes and Wolfson, 1990].

To take advantage of the panel data, data for the same entities over
time, an indicator variable identifying the foundation is also included.
A linear, deterministic, time series model of payouts is given by:

PO, = B8, + 8, PO,, + B, ERTA + B, ID + €,
where,

PO = annual payouts (qualifying distributions)

ERTA = dummy variable which is equal to 1 for the pre-ERTA tax regime
(years between 1976 and 1981); 0 for the post-ERTA period
(years between 1982 and 1987)

ID = unique identifying number/label assigned to each foundation

t = year t

€ = error term

The sample period under investigation in this study is shown

in Figure 2.
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SAMPLE TIME PERIOD

PRE-ERTA of 1981 POST-ERTA of 1981
Tax Regime Tax Regime

76 77 78 79 80 81 | 82 83 84 85 86

Dummy = 1 Dummy = 0

Figure 2

87
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3.4 Limitations of the Theory and Research
3.4.1 Integration of Foundations into Nonprofit Theory

The recent attempts to build a theory of the nonprofit economy and
the institutions within it have neglected to recognize the unique role of
private foundations. Private foundations are an intermediary institution.
They accept charitable contributions from donors and manage endowments and
new contributions. They then distribute grants for worthwhile charitable
purposes currently and in the future [Reilly and Skadden, 1981, p. 17].
This study addresses the unique role of private foundations by applying
relevant components and variables from the nonprofit literature to the
initial development of a theory of foundations and a model of foundation
payout behavior.

Of the studies that do attempt to document trends in investment and
payout practices of private foundations over time, only one [Salamon and
Voytek, 1989] has examined trends before and after the relaxation of the
minimum distribution rules in the ERTA of 1981. That study, as well as
annual reports from the Foundation Center and periodic Statistics of
Income studies from the IRS fail to distinguish between pure endowment-
type funds, the target of minimum distribution rules, and flow-through
foundations. The current study investigates the importance of funding-
type as a distinguishing characteristic and provides more analysis of the
difference between pre- and post-ERTA tax regimes on foundations.

3.4.2 Data Sources

The descriptive studies of the Foundation Center and the IRS’s

Statistics of Income focus on large foundations. Consequently,

foundations that may be small when measured by fair market value of assets
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or grants given but large with respect to the number of foundations are
underrepresented. The studies in Table 3.1 that are empirical in nature
[Labovitz (1974); Cushman (1979)] sample two years that may not contain
the same set of foundations. Although Salamon and Voytek [1989] do sample
the same foundations ove